SCS Agency ANALYSIS OF ORIGINAL BILL

Franchise Tax Board
Author: Bal dwi n Analyst: _Marion Mann DeJong Bill Number: AB 1841

Related Bills: See Legislative History Telephone: (916) 845-6979 Introduced Date: 02/ 12/ 98

Attorney: Doug Branmhal | Sponsor:

SUBJECT: Mdrtgage Savi ngs Account Credit

SUMVARY

Under the Personal |Incone Tax Law (PITL), this bill would allow individuals who
have never purchased a principal residence to claima 10%credit for deposits to
a nortgage savings account (simlar to an individual retirenment account).

EFFECTI VE DATE

As a tax levy, this bill would becone effective imediately and would apply to
t axabl e years beginning on or after January 1, 1998. Specified |anguage in the
bill provides that the credit would not be available for taxable years begi nning

on or after January 1, 2002.

LEG SLATI VE H STORY

AB 223 (1989/90), AB 3363 (1989/90).
BACKGROUND

Federal law allows states to sell tax-exenpt bonds with the proceeds to be used
to make first-time honmebuyer nortgage | oans to | ower-inconme working individuals.
The California Housi ng Finance Agency (CHFA) was created to take advantage and
manage this process for California. CHFA sells the bonds, makes the nortgage

| oans, collects the nortgage | oan paynents and repays the bonds.

The buyers of the CHFA nortgage revenue bonds accept a lower rate of interest on
their housing bond investnment than if they had to pay taxes on the bond interest
earnings. CHFA passes the interest rate savings on to the first-tinme honebuyer.
As a result, first-tinme honebuyers pay significantly |lower interest rates on
their loans than they would have to pay if the | oans were froma bank or ot her
financial institution. This |lowers the cost of a |oan by as nuch as one

per cent age point.
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CHFA | oans are only available to first-time homebuyers. A first-tine honebuyer

i s anyone who has not owned a hone in the previous three years and who will be
living in the CHFA-fi nanced hone as his or her only place of residence. First-
ti me honmebuyers cannot earn nore than the nmedian famly inconme for the state or
county where they buy, except that famlies of three or nore can earn up to 115%
of the median famly incone.

The cost of a CHFA financed honme cannot be nore than 90% of the average hone
purchase price for the county in which the home is |ocated. However, the CHFA

| oan can be as high as 97% of the purchase price of the hone, requiring only a 3%
down paynent. CHFA |oans can be 30 years at either a fixed or adjustable

interest rate.

There is also a recapture penalty for the CHFA borrower who could afford to wait
and buy using a loan froma bank or other conventional |ender. A CHFA borrower
who has an income which raises nore than 5% a year above the CHFA income |limt
must pay a federal inconme tax of up to half of any profit gained fromreselling
the honme within nine years.

SPECI FI C FI NDI NGS

Under federal and state law a taxpayer can deduct up to $2,000 per year for
contributions made to a deductible Individual Retirenment Account (IRA). This
anmount applies to all individuals who were not active participants in an

enpl oyer-sponsored retirenment plan. An individual who is an active partici pant
in an enpl oyer-sponsored retirement plan may deduct the full $2,000 if the

i ndi vidual’s adjusted gross inconme (AG) is belowcertain linmts.

Federal and state | aws inpose a penalty (10% federal, 2.5% state) on early

di stributions received by an individual in connection with his or her IRA. Early
di stributions include (1) any actual distribution to a person not yet 59% years
of age and (2) incone earned in the year on excess contributions when returned
before the due date of the return.

The penalty does not apply to certain distributions, including the foll ow ng:

portions of any distributions treated as a return of nondeductible
contri butions;

distributions used to pay for qualified higher educational expenses or
first-time honebuyer expenses.

di stributions made after the owner's deat h;

di stri buti ons made because the owner becane di sabl ed;

distributions that are part of a series of substantially equal paynments over
the owner's life (or life expectancy), or over the lives of the owner and
the owner's beneficiary (or life expectancies); and

distributions that are rolled over into another qualifying plan.

First-time homebuyer wi thdrawal s nust be used to buy, build, or rebuild a hone
within 120 days of distribution. A “first hone” is the principal residence of
the taxpayer, child, grandchild, or ancestor of the taxpayer. Acquisition costs
i ncl ude any usual or reasonable settlenment, financing, or other closing cost. A
first-time honebuyer is an individual (and spouse, if married) who nust not have
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an ownership interest in a principal residence during the two-year period ending
on the date the new hone is purchased. The maxi mum anount of | RA distribution a
taxpayer may receive in a lifetinme and use for first-time homebuyer expenses is
$10, 000.

Federal and state | aws provide various tax credits that are designed to provide
tax relief for taxpayer who incur certain expenses (e.g., child and dependent
care credits) or to influence behavior, include business practices and deci si ons
(e.g., research credit, manufacturers’ investnent credit).

This bill would allow individuals who have never purchased a principal residence
to claima 10%credit for deposits to a nortgage savings account, simlar to an
IRA. The credit would be Iinted to the | esser of $200 ($400 for a joint return)
or 10% of the individual’s (or both spouses’ for a joint return) total
conpensation includable in gross incone for the taxable year. No deposit to a
nor t gage savi ngs account woul d be allowed for the taxable year in excess of the
maxi mum anount for which a credit is allowed.

A nortgage savings account would be an account established by a qualifying

i ndi vidual (or a qualifying individual and a spouse, jointly) and designated as a
nor t gage savi ngs account by the trustee or custodian. The nortgage savi ngs
account requirenments would be simlar to an I RA

A qualifying individual would nean an individual who neets, at the tinme of any
deposit, the incone limt eligibility standards established by the CHFA pursuant
to the California Housing Finance Agency Resal e Pl an

This bill would exenpt any interest earned on a nortgage savi ngs account from
taxation until it is withdrawn fromthe account. However, unlike an I RA, no
deduction woul d be all owed for deposits to the account.

Wthdrawal s froma nortgage savings account, not previously included in income by
a qualifying individual, would be included in gross incone for the taxable year
in which the paynment or distribution is received, unless that anmount either (1)
qualifies as a rollover contribution, as defined, or (2) is used exclusively to
purchase a principal residence in California, including:

Al'l escrow costs, real estate fees and comm ssi ons; and

Real estate expenses in connection with the acquisition or construction of
the | and, house, fixtures, inprovenents, or |andscaping.

Any withdrawal from a nortgage savi ngs account would first be considered to be a
wi t hdrawal of any interest earned.

Wthdrawal s froma nortgage savings account, if not used to purchase a principa
resi dence, would be subject to a 10% penalty. The penalty would not apply if the
wi t hdrawal was due to financial hardship such as: nmmjor accidents, illnesses,
disabilities, the death of a spouse, extended unenploynent, |arge casualty

| osses, or other personal hardships as determ ned by the Franchi se Tax Board
(FTB).
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The basis of any residence purchased with funds w thdrawn from a nortgage savings
account (not previously included in incone) would be reduced by the anount of
t hose funds.

This bill would require the depository maintaining the nortgage savings account
to report regarding contributions, distributions and any other natter FTB
requires regarding that account to the FTB and the individual for whomthe
account is maintained.

This bill would not all ow excess credits to be carried over to future years.

Pol i cy Consi derations

This bill would raise the follow ng policy considerations.

Al though this bill would assist first-time honebuyers, without a simlar
federal plan there may not be sufficient incentive to set up nortgage
savi ngs accounts.

Since the 10% penalty only applies to previously unreported interest,

t axpayers coul d mani pul ate the timng of deposits and withdrawals to
benefit fromthe credit. For exanple, taxpayers could nmake a $2, 000
deposit on one day, withdraw it the next day and claima $200 tax credit.
The taxpayer would be subject only to a 10% penalty for one day of

i nterest earned on $2, 000.

This bill would inpose tax and penalty on theentire anmount w t hdrawn
froma nortgage savings account if theentire amount is not “rolled over”
and deposited into a new nortgage savings account. For |IRAs, tax and
penalties are inposed only on the portion of the IRA not rolled over.

Since federal and state |aw was recently anmended to allow the w thdrawal
of funds froman IRA for first-tinme honmebuyers w thout penalty, this bil
may cause confusions.

| npl enment ati on Consi derati ons

This bill would raise the follow ng inplenentation considerations.
Departnment staff is available to assist the author with any necessary
amendnent s.

It is unclear whether the maxi num deposit for which a credit is allowable
is $2,000 or $200.

The ternms “conpensation,” “principal residence,” “financial hardship,”
“maj or accident,” “illness,” “disabilities,” “extended unenpl oynent,”
“large casualty | oss” and “other personal hardshi p” are not defined.
Undefined ternms can | ead to disputes between taxpayers and the

depart nent.

It is unclear how the provisions of this bill would apply to qualifying
i ndi vi dual s who marry unqualified individuals.
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It is unclear whether two unmarried qualifying individuals could deposit
anounts into separate nortgage savings accounts and w thdraw t he anounts
to purchase a single hone.

It is unclear what happens to an account if the individual dies or noves
out of California.

The bill does not specify whether a tine elenment is required fromthe
date of distribution to the time of expenditure on qualifying cost of a
new hone.

The bill provides that the individual nust neet certain eligibility
standards at the time of “any” deposit into the nortgage savi ngs account.
This could be read to nean that if an individual neets the eligibility
standards “one” tinme in connection with nunmerous deposits, all deposits
woul d qualify for the credit.

The bill provides that the individual nust neet the income limt
eligibility standards established by the CHFA; it does not specify
whether this means the eligibility standards in effect when the bill is
enacted or each year of the credit. It is departnment staff’s

under standi ng that the CHFA provides annual incone limt eligibility

st andar ds.

The bill provides that the credit shall only apply to residences that are
|ocated in California. It is unclear whether an individual who owned a
resi dence outside of California would qualify as a first-time honebuyer.
Further, it is unclear whether a nonresident could establish a nortgage
savi ngs account if he or she intends to nove to California and purchase a
hone.

Techni cal Consi derati ons

Amendrment 1 woul d renpve an unnecessary word.

Amendnment 2 woul d renpove the unnecessary authorization for FTB to promnul gate
regulations. FTB is currently authorized to pronul gate regul ations that are
necessary for the proper admnistration of the Revenue and Taxati on Code.

FI SCAL | MPACT

Departnmental Costs

If amended to resolve the departnent’s inplenentation considerations, this
bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in
revenue | osses as shown in the table. The proposed nortgage savi ngs account
woul d conmpete for deposits with other existing savings accounts offering
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advantages for first-time honmebuyers such as penalty-free withdrawal s from
t ax-deducti bl e 1 RAs and Roth | RAs.

Esti mat ed Revenue | npact of AB 1841
Ef fecti ve January 1, 1998
($ I'n MIlions)

1998- 99 1999- 00 2000- 01
(%$1) ($1) (%$1)
The bill would be effective with taxable years beginning after Decenber 31

1997, with enactnment assunmed after June 30, 1998.

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussi on

The revenue inpact of this bill would be determ ned by (1) the nunber of
“qual i fying individual s” who make deposits to nortgage savings accounts, (2)
t he anmount each qualifying individual deposits, (3) the ampbunt of credits
generated that could be applied to reduce tax liabilities, and (4) the
anmount of interest inconme earned on deposits in nortgage savings accounts
that woul d be exenpted fromtax.

Usi ng personal inconme tax sanple data, the potential universe of qualifying
i ndi vidual s was deternm ned by tabul ating taxpayers neeting the foll ow ng
criteria: (1) adjusted gross incone of $52,500 or less, (2) clainmed the
standard deduction, (3) interest incone of $45 or nore, (4) a tax liability
with which to apply a credit, and (5) younger than age 65. The rationale
for certain specified criteria are discussed below. The tabul ati on produced
a total of 15,6000 taxpayers. O these, approximately two-thirds are married
coupl es and one-third are individuals. According to housing research, being
married increases the chances of honmeownershi p.

If 20% of qualifying couples and 10% of qualifying individuals establish a
nort gage savi ngs account and make average annual deposits of $2,000 per
coupl e and $1, 000 per individual, credits totaling $450, 000 woul d be
generated. The bill does not require a m ninmum hol ding period for claimng
the credit on deposits. |If an equal nunber of qualifying couples and

i ndi vidual s transfer existing savings to these accounts imedi ately before
purchasi ng a honme, the additional inmpact would be $450,000. For the bill as
i ntroduced, the estimate assunmes the majority of credits could be applied to
reduce tax liabilities.

For purposes of identifying the potential universe of qualifying
i ndi viduals, the rationale for certain specified criteria is as follows:

Adj usted gross inconme of $52,500 or less: To be eligible for the
credit, the taxpayer’s income must be within theCHFA s incone limts
at the tinme the deposit is made. Although this limt varies by
county, the nmedian gross incone limt is $52,500.
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C ai mthe standard deduction: By selecting tax returns with the
standard deduction, the vast majority of existing honmeowners are
elimnated. Mst honeowners item ze deductions to clai mnortgage
interest and property tax.

Interest incone of $45 or nore: This nom nal amount of interest
income is indicative of mniml savings (or reserves) of approximtely
$1,500 and reflects the required discipline for maki ng deposits to a
nort gage savi ngs account.

Tax liability with which to apply a credit: The bill is silent with
respect to a carryover of unused credits.

Younger than age 65-years: This reflects an assunption that
qual i fying individuals would nost |ikely be younger than age 65.

BOARD POSI T1 ON

Pendi ng.



Marion Mann DeJong
(916) 845-6979
Doug Bramhal |

FRANCHI SE TAX BOARD S
PROPOCSED AMENDVENTS TO AB 1841
As I ntroduced February 12, 1998

AVENDMENT 1
On page 3, nodify lines 12 and 13 as foll ows:

account by the trustee or custodian. A nortgageer savings account shall be
subject to the sanme requirenents

AMENDMENT 2

On page 5, nmodify lines 9 through 14 as foll ows:

contributions, distributions, and any ot her nmatterswhichthe Franchise Tax Beard

may—fregquire—under—regulations in the formand manner prescri bed by the Franchise
Tax Board. The reports required by this subdivision shall be fil edat—thetirme

and—inthemanner and furnished to individuals at the tine and in the manner as
may—be required-by-these regulatioens prescri bed by the Franchi se Tax Board




